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Macroeconomic and monetary policies of the major trading nations have become Iincreas-
ingly important to U.S5. agricultural trade in the last decade. U.S. exports have risen
as the value of the dellar has declined, This trend has been reinforced by the demise
of the fixed erchange-rate system in the early seventies and the subsequent large
increase in world demand for U.S. agricultural exports. The second meeting of thes
Consortium on Trade Research focused on this topic from a general economic viewpoint,
from the perspective of the economic modeler, and from the policymakers' perspective

of having teo operate In this increasirgly complex environment.
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CONSORTIUM ON TRADE RESEARCH: MACROECONOMIC LINZAGES TO AGRI-
CULTURAL TRADE. International Rconomics Division, Economics
and Statistice Service, U,S, Department of Agriculture, ESS-10,

ABSTRACT Macroecenomic and aonetary policies of the ma jor trading nations
have become increasingly important to U.S, sgricultural trade in
the last decade. U.S. exports heve risen as the value of the
dollar has declined. Thiu trend has been reinforced by the
demise of the fixed exchange-rate system in the early seventies
and the subsequent large increase in world demsnd for .8,
agricultural exports. The second meeting of the Consortium
on Trade Research focused on this topic from a general economic
viewpoint, from the perspective of the ecunomic modeler, and
from the policymakers' perspective of having to operate in
this incressingly complex environment.

Keywords: Trade, trade research, macroeconomic policy, monetary
policy, exchange rates, trade poliey.

PREPACE This report provides summaries of the papers and discussione at
the second Consortium on Trade Research held in Tuemon, Ariz,,
Dec. 15~17, 1980. The cochairmen of the consortium ware Jimmye
Hillman, University of Arizona, and Vernon Roningen, Economics
and Statistics Service, USDA,

The papers focused on the generzl topic of macroeconomic and
monetary linkages to agricultural trade. An overview paper by
G. Edward Schuh emphasized the importance of this tople for
agricultural trade. Additionsl wsjor papers covered research
done on specific linkages. Two pocpers summarized the experi-
ence of macroeconomic and agricultural modelers in dealing
with the linkage of agriculturs to the macroeconomy. Others
focused on policy options and policymakers' experiences fn
dealing with agricultural trade issues and policies in this
new environment. A short session was also held on agricultural
trade research prograus and prospects.

Most of the papers represented resesrch either completed or in
progress. Copies of the papers, as given at the consortium
meeting or in their final published form, are available from
the suthors upon requast.

;
;
i
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The preparation of this summary raport was coordinated by
Vernon Roningen and Jimmye Hillman. Summaries of the papers
ard the discussants’ coaments were prepared from material
submitted by the participants. Additiconal comments on the
papers were dist{lled from the discussions following the
prasentation of the papers.

Washington, D.C. 20250 June 1981
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FCRARWORD

The ssventies brought about major changes in the pattern and
structure of world agricultural trade and U.S. intersst in chat
trade. Thess changes pose new chellenges for U.S. agriculture.
ES8 has & major role to play, notably in ressarch and country
analysis, in mesting these challenges. 1In doing so, it must
wark closely with other agsncies in USDA and vith university !
ressarchers. -

Racognition of the increasing international importance of food _
and agriculture led to the crestion of a new International i
Economics Division (IED) in ESS in 1979. Staffing of this new
division wes largely cospleted in 1980, Significsnt additfonal !
resources have bean committed to the programs of that division !
in order to permit expansion in the scops and dspth of trade f
research. Despite this expansion in E8S resources, snd given ;
the continuing concern with the Federal budget, total resources i
devoted to the critical ares of agricultural .rade research ;
are still quite limited. Consequently, it is highly important £
that ZS8 ressarchers increass their interaction with othey %
researchers in an effort to work cooperatively on the complex
trade issues requiring research.

The goal of incressad interaction between ESS and university
researchers vas formalized in June 1980 by establishing the
Consortium on Trads Ressarch. The objectives ¢f the consortium
ave to:

Foster sustained efforts in international trade
resssxrch with emphasis on the domestic impacts of
policy developments in international comucdity
uarkats.

Encourage and facilitste intersction between IED and
university trads policy researchers.

Provide a forum for the sxchange of ressarch results
and the identification of problems ard policy issues
requiring research.

The consortium is a cooparative undertaking betwean ESS,
USDA's Foreign Agricultural Service, and various universities.
Menbership in the consortium is sutuslly agreed upon by ESS
and initial university participants but {s ganerally open

to those who have an interest and are preparad to make a
contribution.

Kannetk R, Farrell, Adwinistrator
Zconomics and Statistics Service
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MACROECONOMIC AND MONETARY LINKAGES TO AGRICULTURAL TRADE

Kacrosconomic and Monstery Linkages to International
Agvicultural Trade

! G, Xdward Schuh, Cris Hodges, and David Orden . . . .
1 Discussant: Robert Stern
|

Exchange-Rats Volatility and Bilatersl Trade Flows
liCh.rd K. AbTERE . & o = 5+ ¢ ¢ ¢ 5 ¢ ¢ 2 ¢ 9 2 3+ ¢ »
Discussant;: Alexander Sarris

Primary Commodities and Asset Markets in & Dualistic
Economy
Robert Z. LAWEGNCE « + ¢ » + * o 5 5 ¢ s % 4 + + % o »
Discussant: Andrew Schmite

Pood Prices, Expectations, and Inflation
Carl Van DUYN® + & o o 0 o v ¢+ s 5 2 6 v & o ¢ v o s ¥
Discussant: Robert Thompson

. MODELERS'® VIEWS OF MACROFCONOMIC AND MONETARY LINKAGES TO
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The Role of Agriculture in Macrosconcuic Models:
A Raview
William B, Kost * 3 8+ & 8 8 B & % ® B ¥ W * * »»
Discussant: Gery Storay

The Role of Nonmagricultural Sectors in Agricultursl
Modals

t Abrahes Subotnik , , ¢« &+ ¢ ¢ o ¢ o o ¢ # ¢ ¢ 5 s 3 ¢ o
' Discussant: Gary Storey

ASPECTS OF MACROECONOMIC AND MONETARY POLICYMAXING
COMCERKING AGRICULTURE AND AGRICULTURAL TRADE , ., . . » o

Trade Policy as an Input to Development: Monetary and

: Agricultural Implications

. Anng O, RXUSEET & ¢+ &+ « » o ¢ o o ¢ & 2 3 ¢ ¢ ¢ v + »
Discuasant: Vernon Sorsnson

Positive Adjustment Policiss: A View from the OECD
Marshall Casse . . ¢ « ¢+ o+ 5 o 3 o 2+ ¢ o ¢ ¢ 5 5 5 0 »
Discuasant: Timothy Josling

[ Food as an Instrument of Diplomacy
Ch.rYI Christensen « + + ¢ ¢ v+ s ¢ ¢ ¢ & » 5 3 9 ¢ o &«
Discussant: Colin Cartar

SUGGESTIONS FOR FURTHER RESEARCH . o+ + ¢ » ¢ o o + ¢ ¢ +
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RIGILIGHTS
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U.8. agriculture has besn dre.n drematically closer to world
markets ovar the last decade. The dollar now floats agsipst
sejor world currencies, agricultural exports have increased
drasatically, and U.8. agriculture hae becoms more vulnerable
to sconomic shocks and policy changes occurring abroad. Ths
second Consortiua on Trade Research focused on the macrosco-
nonic and monetary linkages which now connect U.S. agriculture
to the domestic and woerld economiss,

This and other world issuss were addressed by the second
Consortium on Trade Ressarch, establisied by the Agriculture
Departmant's International Economics Division and several
universities.

The consortium papers emphasized that not only do exchange-rate
movenents affect commodity prices, but the rates theaselves
shift becauss of macroeconomic and monetary policy changes
and/or real economic shocks, Agricultural economists dealing
with trade issuas now must analyze them in a more general
equilibrium framework than wes previously necessary.

Evidence was offered that the extra uncertainty induced by
exchange-rate movemonts might directly affect trade volunes.
The argument was presented that different markets vary in
structure so that particular commodity market prices may be
sffected directly by monetary factors in addition to the
conventional determinants of supply and demand. On the

demand side, the comsortium examined the hypothesis that food
prices were more important than other prices in the formulation
of consumer expectations shout inflation.

A summary of a wide ranging research effort on trade and macro-
economic policies of developing countries finds strong evidence
that those countries with export promotion policies and strat-
egles fared better in growth terms than those who focused on
import substitution. It remains to be seen how the developing
countries will organize their trade and macroeconomic and
monetary policies to operate with the flexible exchange-rate
regimes and accompanying trade policles now being implemented
in developed countries.

Evidence of increased developad country cooperation in policy
formulation is found in the Orgenicvation for Economic Coopera-
tion and Development (OECD) effort to promote member country
policies which would not negate economic adjustments that are
needed to cope with the new world energy and exchange-rate
regime that has evolved in the last decads. In this increas=-
ingly complex world, the extent to which food surplus countries
can use their position to political sdvantage is not clear.
Population growth msy make for tighter world food markets,




NOTES
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but the responses of food deficit countriss to real food price
increases is uncertsin.

Most important, the consortium meeiing highlights the need
for increasad dislogus and exchange of ideas between agricul-
tural economists and general eccnomists working in this iapor~

tant area of ressarch,

The views sxpressed in this report are not necessarily those of
the U.S. Departaent of Agriculture.

The Economics, Statistics, and Cooperatives Service was reorgan~
1zed on October 1, 1980, and became the Economics and Statistics
Service, ESS will be used for subsequent refersnces to the

agency.
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MACROECONOMIC AND MONETARY LINKACES TO ACRICULTURAL TRADE

Macroeconomic and The fixed exchange-rate regime adopted as part of the 1944

Monetary Linkages Bretton Woods Convention governed the international trade and

to International monetary system for almost 30 years. Throughout this period

Agricultural Trade trade grew faster than national product, and the world's econo-
mies became increasingly interdependent through trade and

by G. Edward Schuh, international capital markets. During the seventies, this

Chris Hodges, and regime dissolved into the current system which can be character~

David Orden ized by partially floating or flexible exchange rates, This
paper presents an overview of exchange rate economics, a review

Discussant: of the exchange rate as a policy instrument, and a partial

Robert Stern survky of empirical and analytical work relating exchange-rate

policy to agriculture.

Surveying the theory, the paper reviews six approaches to
exchange-rate and balance of payments determination. These
include the monetary approach of Johnson and Mundell, the elas-
ticity approach of Robinson, the Keynesian multiplier approach

! of Harberger, the income absorption approach of Alexander, the

; Keynesian policy approach associated with Meade and Mundell,

: and the longstanding purchasing power parity approach of Csasel,
In discussing the exchange rate as a policy instrument, several
obJectives of exchange-rate policy were cited.

These include the extraction of resources from ths agricultural
sector for development, the subsidization of wage goods, the
prevention of capital flows, the stabilization of the domestic
economy, and the balancing of trade accounts. It is noted that
all of these objectives may be pursued with exchange rates and
supporting regimes which are considerably different from a
laissez~faire situation.
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For agriculture, the paper emphasizes two effects resulting from
an exchange rate regime. Firat, there could be a price distor-
tion directly affecting agricultural trade. An undervalued
currency serves as an export subsidy and an import tax, while an
overvalued one serves as an import subsidy and a tax on exports.
A second effect concerns the openness of the economy to capital
flows and other international cconomic events which is implied
by the exchange-rate regime in effect. It is argued that the
movement away from the fixed exchange-rate scheme has made U.S.
agriculture much more vulnerable to international economic
events and policies while at the pame time freeing U.S. agri-
culture from the implicit export tax burden of the overvalued
doliar in the latter days of the Bretton Woods system.

The paper summarizes much of the research and discussion that
evolved from G. Edward Schuh's work in the first half of the
seventies concerning the relationship of agriculture and
agricultural policy to the changed world exchangz-rate system.
Essentially, Schuh arpued that traditional commodity policy

was inadequate for dealing with the new instability affecting
U.S. agriculture, In contrast, the European Community has
recognized the problem and has neutralized some of the inter-
nal effects of disparate monetary and macroeconomic policies on
agriculture by their green rate system. Schuh's work brought
forth & vigorous debate among agricultural economists concerning
the overall impact of dollar devaluation on U.S. agriculture;
this debate 1s summarized in considerable detail in the paper.

Finally, the paper discusses recent research on the effects of
exchange~rate policies on agriculture in several developing
countries. The paper notes that a more general equilibrium
framework 1s needed to evaluate the true impact of macroeco-
nomic and monetary, and especially exchange-rate, policies on
agriculture and agricultural trade.

Comments by Robert Stern: The paper by Schuh and others sur-
veys the theory of exchange-rate determination, the use .of the
exchange rate as an instrument of policy, and the impact of
exchange-rate changes on the agricultural sector.

The version of the paper presented at the conference offered a
sonewhat dated view of exchange~rate theory, reflecting develop-
ments mainly up to the carly seventies. This was manifest, for
example, Iin discuseing the equilibrium exchange rate in relation
to the official settlements balance of payments, This balance
was the focus of attention in the Bretton Woods system of pegged
exchange rates, but is no longer relevant in the current regime
of floating rates and has not been published officially since
mid-1976, Further, sBix different approaches to exchange-rate
determination were fdentified. However, no mention wag made of




the asset-portfolio~balance approach which has becowe dominant
in recent years and views exchange rates ae being determinid
by stock-equilibrium adjustments in international securities
markets. Exchange-rate theory has been in a state of flux for
the past decade, although it is interesting that the current
account is beginning to reemerge as a primary determinant of
exchange rates.

In discussing the use of the exchange rate as an instrument of
policy, many of the examples were drawn from Bretton Woods
experiences when multiple exchange rates were prevalent in
developing countries and capital controls were common in
developed countries. There also seemed to he an implicit view
that countries could treat the exchange rate as exogenoug for
policy purposes rather than being deternined endogenously,
especially in the context of changes in domestic monetary and
fiscal policies.

Several issues were discussed concerning the impact of exchange
rates on agriculture. First, it was argued that U.S. agricul-
ture has become more vulnerable to domestic stabilization
policies and exchange-rate changes since 1973 as compared to the
Bretton Woods period. However, govermment policles towarde
agriculture have been changed greatly and no longer act as a
buffer. Second, it was urged that the modeling of agricultural
trade elasticities be done in terms of general equilibrium,

This 8 a highly commendable view, although the estimation
problems may be severe. Finally, regional impacte of exchange-
rate changes in developing countries were discussed in light

of the theory of the optimum currency area. While the presen—
tation was in terms of factor mobility between reglomns, it

might be preferable to focus more on the price ratio of tradable
to nontradable goods. It would be interesting in this
connection to study the effects of exchange-rate unification

and floating on sgriculture, especlally in some of the rapidly
industrializing developing countries.

In the open discussion Stern advocated research on the effect
of exchange-rate movements on agricultursl prices and inflation
in general. He also suggested that studies be done on the use
of futures markete and commodity stockpiling schemes by traders
and governments to hedge against exchange-rate uncertainty. He
also noted that many of the disturbances in world commodity
markets in the early seventies could be explained by the
synchronization of world business cycles at that time. Sarrie
questioned why exchange~rate movements should be destabilizing
and argued that they might instead, serve as built—-in stabaliz-
ers linking national and international markets. Schuh reiter-
ated his view that the old commodity price etabilization
achemes simply could not survive under the system of flexible
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exchange rates. Sorsnson commented that many things had
happened simultaneoualy during the early seventies and that

if would be hard to sort out the effect of any particular
avent such as the dollar devaluation. Kreuger reminded the
group that in economic terme, the United States is less influ-
ential in the world now than it used to be simply because the
econamy of the rest of the world has seen tremendous growth.
This means the United States can no longer serve as a stabiliz-
er of world commdity warkets. Lawrence supported Schuh's
view of the uniqueness of agricultural markets with respect

to their vulnerability to monetary shocks. Lawrence atated
that monetary policy has direct price effects on primary
commodity markets bacause the price tramsmission effect is
different for these markets than for industrial good: markets.

ik .

Exchange-Rate Many researchers have shown that if transactors are risk
Volatility and averse, a rise in exchange-rate uncertainty should reault in
Bilateral Trade a reduction of bllateral trade flows. However, attempts to
Flows support this hypothesis empirically have failed. It is

contended in this paper that exchange-rate uncertainty does
by Richard K. Abrams result in trade reductions, and that previous research was
unable to isolate this effect because it generally relled on
Plecussant: observation periods which were too short.
Alexander Sarris

e e g e e e e 2

The first section of the paper uses sn updated version of the

: Tinbergen-Linnemann model to estimate a wodel of annual bilat-
i eral trade flows between 12 developed countries over the
. period 1973-76. The model is estlmated in log linear form

- using exports as the dependent variable. A4s in the original
model, the indepzndent variables include the incomes of both
the importing cod the exporting countries, the distance
between countries, and a binary variable which is set equal
to one if both the countries are members of the same trade
preference organization. Exports are deflated by the Consumer
Price Index (CPI1).

The model includee a variable that tests the Burenstam-Linder
hypothesis that demand is a key determinant of international
trade., If RPCj. and RPC,, are the real per capita imcomes

of the exporting and the” importing countries, respectively,
the variable (PCDijt) testing this hypothesis is:

e _

PCDijt - Iﬂx(RPCj_t/RPCjt, RPCj t/RPcit) .

Two proxies for exchange-rate uncertainty are used in this
study. The first (VEX) assumes the exchange~rate uncertainty
regarding country i°s exports to j is proportional to

the previous year's quarterly percentage varisnce in the two
countries’ bilateral exchange rate. The second proxy (VIREX)
implies that exchange-rate uncertainty is a function of the

[ "




percentage monthly variance of each bilateral exchange rate from
its trend movements over the previous year. !

All variables in the model were significant at the l-percent
confidence level, except VEX in the model where VEX and VTREX
were tested together. Thus, it is possible that even with a
gliding peg, the variance of exchange rates about their trends
would still result in trade losses. The stability of the whole
model as well as the uncertainty variables were also tested.

In no case was it possible to refute the null hypothesis that
both the models and the uncertainty variables were stabie.

Finally, the model with VTREX was simulated using both 1970 and E
1971 uncertainty levels to estimate the trade losses which may :
have resulted from the additional exchange-rate volatility pres- :
ent under the floating rate system. With 1970 ag the base, the :
model estimates that 0.9 percent more trade could have taken i j
place during 1973-76, while if the conditions prevalent in 1971 ; K
continued, 4.2 percent more trade would have taken plece, : !
However, these results are not strong, since the estimated '

trade losses vary markedly depending upon the way exchange~rate ;

uncertainty during the fixed rate period is specified. :

1
!
i
Comments by Alexander Sarris: The basic interest in this paper ; ]
is that for the first time, a negative impact of increased ‘ l
exchange-rate volatilities on bilateral trade volumes is empiri- : !
cally detected. This 1is done using a longrun model of the ; ‘
determinants of bilateral trade flows, while previous research i
has focused on shortrun theoretical and empirical models.

However, while earlier empirical work was quite firmly grounded

on theoretical models, the tests of this paper rest on a rather

flimsy foundation. The Tinbergen-Linnemann, as well as the .
Burenstam-lLinder models, are admittedly longrun, but they do not

include relative prices as a determinant of trade flows, while

the inclusion of exchange-rate volatility variables presumes the

exigtence of some price influence. 1In fact, one can think of

situvations where, theoretically, one would expect increased

bilateral trade flows under increased exchange-rate instability

(for instance, when the exporting firm invoices in domestic

currency).

The theory of the firm under price uncertainty would predict
that total tpade volume might be reduced as a result of
increased uncertainty, and not bilateral trade volume. Further-
more, bilateral trade might be influenced by relative changes in
foreign exchange fluctuations with several trade partners, with
an uncertain outcome on trade volume. In other words, before
the results of the paper can be considered credible, substitu-
tion effects must be be included in the regressions.
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Primary Commodities
and Asset Marksts
in & Dualistic
Economy

b}' Robert Z.
Lawrence

Discussant:
Andreyw Schmitz

An empirical criticism of the paper is that the pooled cross-
gsection, time-geries regreesions use ordinary least squares
{0LS), while variations in large traue flows will usually have
larger variances than variations of flows between small trading
partners. Hence, the estimation method could bias the results.

Finally, the fact that the estimation period is 1973-76 means
that increased exchange-rate volatilities during this perioed
were correlated with increased oil prices and subsequent
declines in all bilateral flows induced by reactions to the
energy crieis. Hence, the negative sign on the exchange-rate
fluctuation terms might just be a consequence of omitting some
other variables negatively correlated with the ones representing
volatility, and which are more important in determining bilat-
eral trade volumes during the perfod.

Despite these shortcomings, however, the paper is a valuable
addition to our empiriczal knowledge on the impact of recent
increased instability in international markets on world trade
flow.

Technical aspects of the paper were the focus of the open dis~
cussion. Stern felt that a bilateral trade flow model which
netted out prices might not be the most appropriate model for a
study of the lagged effects of exchange-rate fluctuations on
trade. He also noted that the forward rate, rather than the
spot rate, might be used for creating a measure of exchange-rate
volatility. Krueger and Lawrence wondered whether the trade
pattern changes due to the oil crisis and other economic shocks
occurring in the early seventies might not be responsible for
some of the results of the paper rather than exchange-rate
fluctuations.

The magnitude of primary commodity price fluctations- in the
geventies has had a profound impact on the general interpreta-
tion of the causes of, and cures for, inflation in modern
industrial economies. Some economists still hold the tradi-
tional view that a rise in primary commodity prices represenis
just a change in relative prices-—a shift which can be accom-
plished without a general change in the price level provided
that the monetary authorities maintain a constant money supply.
But others atrgue that siunce a gubstantial propotrtion of wages
and prices follow falrly rigid nominal paths in the shortrun,
changes in relative commodity prices will affect either the
price level (if they are accommodated by the monetary authori-
ties) or the level of economic activity.

A8 macroecounomists have debated the effects of commodity market
disturbances, microeconomisis have been similarly divided about
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their causes. Few of the sericus microeconomic studies have
been able to track adequately relative price behavior in the
geventies, The pervasiveness of the price changes across
numerous markets is strongly suggestive of a related cause.
Some have auggested the rapid accumulation of international
monetary reserves as a source of the disturbances, but the
transmission mechanism between Teserves and commcdity prices
has not been adequately modeled.

This study is based on the recognition that modern industrial
economies have a wide range of market structures. Some spproxi-
mate the traditicnal Walrasian behavior in which flexible prices
speedily bring supply and demand into balance—~Okun has called
theze suction markets. Other markets, however, have more slug-
gieh price responses, aad temporary imbalances in demand are
met by variations in production, inventory levels, and backlogs
of orders——Okun refers to these as customer markets. Our
centrsl thesis is that the causes and consequences of commodity
market behavior can be fully appreciated cnly when these markets
are embedded in a general equilibrium model of a dualistic
eccrony which has both auction and customer markets, and when
cea . ‘ties are treated as assets as well as inputs into con—
sumpi.c:... Both auction markets (1dentified as commodity
sarkets) and customer market prices will behave differently
when these markets coexist.

The first section of the paper discusses scme explanations fur
the dualistic structure of modern economies. Such bekavior can
be explained within a framework of economic optimizatiocn. 1In
some product and labor markets, the ongolng relationships
between buyers and gellers——implicit and explicit contracts in
the case of the labor market-shift practices away from maximi~
zation of shortrun advantage. Prices do not adjust continuously
to transitory market changes. In other markets, such as those
for homogeneous primary commodities, orices adjust more

proanptly in response {0 new information.

In the second section of the paper, a formal model of the dual-
istic economy is developed. There are three markets: a money
market, a primary commodity market that clears in the short run
by price adjustment, and a manufactured goods market that clears
in the short run by quantity adjusiments. Expectations are
assumed to be rational. In the long rTum, nominal changes are
neutral, but in the short rum, unanticipated monetary disturb-
ances affect ralative primary commodity prices. Commodity
booms may stem from monetary factors in addition to changes

in the conventional determinants of supply and demand.

Monetary changes may operate through channels other than that
of interest rates and the level of aggregate demand. Commod-
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ities might provide an effective hedge against inflationary
increases in the money supply since, temporarily, they way
overshoot their longrun nominal values. In the third section,
monetary variables introduced in a manner suggested by thig
theory improve regressions explaining global food prices.

The following section delves more deeply into the role of com-
modities as assets in a dualistic economy. Hypothetically,
commodities could either increase or decrease overall portfolio
risk. Since commodity prices are so sensitive to inflation
changes, held in isolation, commodity investments will become
more risky when inflation uncertainty increases. On the other
hand, since unanticipated inflation may adversely affect the
returns from other assets, commodities may actually reduce over-
all portfolio risk. It is found that hoiding commodities
increased nondiversifiable risk in the seventies. This may
explair the failure to rebuild global commodity stocks in the
seventies, as well g3 the dramatic growth of futures markets.

The paper's final section discusses the policy problem in the
dualistic economy. Even if upward and downward fluctuations in
primary commodity marksts have symmetric effects on the price
level, the macroeconomic externalities associated with commodity
price fluctuations provide a rationale for direct government
intervention.

Comments by Andrew Schmitz: One way of viewing the impact of
agricultural shocks on inflation and their related :2croeconoaic
variables is to assume there is an increase in the foreign
demand for food due to, say, a crop shortfall in one of the
major importing countries. The price of food increases, which
leads to & rise in farmland prices. This increase has a posi-
tive impsct on farmers' wealth vhere land is privately owned
since the value on land titles increases and the nominal
moTtgage payments decrease relative to the treal values, The
rational farmer desires to invest since his increasing

wealth provides him with opportunities to obtain investment
funds. However, the farmer will not always be inclined to buy
more farmland gince ite increased price has reduced its expected
net present value. Hence, following the asset demand theory,
he will direct at least gsome of his demand for investment to
sectors which are relatively unaffected by the food boom, such
as urban real estate, small industries, and the stock market,
Hence, the increasing foreign demand for food will not only
extend to the gross national product (GNP) through the usual
foreign trade multiplier, but will also increase investment

in sectors that are not directly related to food production.
This is formally shown ss follows:




/..;

C(Y,w) = the consumption function where Y is national
income and w is the total wealth,

I(Y, i, w) = the investment function where i is the
rate of interest,

and

X « M= the net foreign trade balance where M and X
are imports and exports, respectively.

The wealth accumulated from food production is_reflected
in the value of farmland. Thul, Vg =L * pL vwhere I
is the farmland acreage and pb is tge price of land. But
the price of land is, in this case, a function of the
volume of foud exports and the rate of interest. Hence,
one rewrites wealth as:

wfood - I * pI‘(K, 1); W H(X, 1). (1)
Assune that imports are only consumer goods and that
exports are income-creating and not ssles on account of
capital. Then in equilibrium the value of the national
product is:

Y= C(y, w)+ I(Y, 1, w) + X - M, (2)
vhere w = (X, 1).
The change in GNF as a result of the changes in exogenous

factors is as follows:

dY“Cde+waxdx+c‘,widi+Iydy
+Iidi+1wwxdx+1wwi’di+dx-dn, (3)

wvhere
Cy ™ %g. wy - -g-"i-; Cy = -g-‘%. etc, {4)

The change in national income as a result of a change
in exports is given by the export multiplier:

dy 1+(Gw+1w}i?x
dx = 1=-Cy~1y

The wealth effects on consumption, C,, and investment,
1,, are nonnegative, and this export multiplier will be
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larger than the multiplier in & conventional foreign trade
model that does not account for wealth. This argument was
pasad on two important assumptions: the first considered an
economy of private ownership of land, and the second assuned
the existence of idle savings balances i{in the economy.

1f money were in relatively short supply, the increasing wealth
from farmland would shift investment funds from other sectors

te agriculture. Moreover, Lf money supply is exogenous and
pankers could create money by providing reserves such as collat~
eral of farmland values, increasing wealth in agriculture cruald
cause a rise in the level of ipvestment in the economy despite
the fact that savings deposits are fully employed. This conclu-
sion could explain the recent surge of major U.S. and Canadian
banks into lending for farmland and agricultural purchases in
general, On the other hand, wealth from farmland can be used
for investment only if the land 1s privately owned. Public
lands are not used as collateral in cbtaining loana. Thuse,

{in an economy of publicly owned faralands, an increase in food
exports will {increase the revenues ro farmers but no wealth
increases in farmland would take place; and since investment
funds will not be allocated on the basis of wealth, the foreign
trade multiplier will be much smaller. Hence, oné expects that
in an economy of privately owned farmland, exogenous forces
affecting agriculture will have a greater amplified impact on
the economy.

Schmitz, in the open discussion, agreed with Lawrence's view of
differing rigidities in different commodity markets and sug~
gested that agricultural commodity price ghocks could expand
the money supply. Lawrence countered that this would depend on
government response to the demand for moneys Government valida-
tion of commodity price inflation was possible but not a neces~
sary Tesponse. Further discussion verified a basic conelstency
between Lawrence's apyroach and other work in this ares.
Laswrence also emphasized that wis approach did allow for the
transmission of real shocks to commodity supplies as well as
those from macroeconomic and monetary policies. Kreuger raised
the concern of the policymaker in determining the tradeoffs ic
externalities that could occur if rigidities were removed. 1f
governnental ot institutional factors prevent ad justment £o
shocks in some markets, other markets adjust moré. The cholces
are to create alternative policy instruments to dampen undesirc-
able side effects in nonrestricted markets OF to work to remove
rigidities in less flexible markets.




Pood Prices,
Expectations,
and Inflation

by Carl Van Duyne

Digcussant:
Robert Thompson
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The hypothesis that the recent bshavior of food prices plays &
special role in the formation of consumers' expectations of
inflation sppears to be widely held by eccnomic policymakers
snd pelicy-oriented economisty in the United States. The 1976
Economic Report of the President, for example, states this
hypothesis clearly:

Food prices are the most visible and best
publicized of all the components of the CPI.

For this reason they may be especially important
in determining the wage demands of labor and

the inflationary expectations of all consumers.

This hypothesis, which here is termed the biased expectations !
hypothesis (BEH), was prevalent st the Cost of Living Council,
the Government sgency responsible for sdministering wage and !
price controls in the early seventies, and it appears to have _
figured prominently in the decisions to impose meat price ceil~ o
ings in March 1973 and agricultural ~xport controls in the '
sumser of 1973.

This paper summarizes the implications of the BEH for the
overall rate of inflation; explorss whether the BEH might
reflect rationsl economic behavior, in the sense of Muth (1961),
without i{nvoking questionable arguments about differential
informstion coste; and tests the hypothesis empirically. The
model developed in the paper is a simple stochastic, fixprice-
flexprice model of the inflation process that is akin to the
mainline model recently used by Gramlich (1979) to analyze the
macroeconomic effects of price shocks., In the long rum, output
in the model is supply determined, and the inflation rate
depends solely on the rate of growth of the nominal money stocke.

In the short run though, shocks to food prices can induce
sub:tantial and persistent burste of inflation even if the rate
of growth of the money supply is fixed. These shocks tempo-
rarily increase the current rate of inflation and expectstions
of future inflstion. Higher inflationary expectations induce a
rise in the rate of growth of wages, and hence bring about
higher rates of inflation in the future. If expectations are
biased in the sense that consumers place more weight on the
recent behavior of food prices when forming their expectations
than expenditure shares would indicate, then shocks to food
prices m&y have magnified effects on subsequent rates of
inflation.

1f expectations are assumed to be Muth-rational, the analysis
suggests that consumers should form their expectations using &
weighted sverage of sectoral inflation rates, with weights that
differ from expenditure shares. Wwhen food price shocks in the
current pariod provide little information about the shock next
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’ period, such ae when food price shocks show lictle gerial cor=
. ralation, and when wage inflation and hance the rate of change
| in manufactured goods prices show substantial inertis, then the
' rational way to form expsctations about inflation next pariod

| is to place relatively little weight on the racent behavior of
) manufactuved goods prices. If price shocks during one period

| provide substantial informaticn about shocks the next period

[ . and wages and manufactured goods prices exhibit little ineitias,
; then it is rational to place more weight on the recent bshavior
! ! of food prices than expenditure shares would indicatas,

i : A measure of the «xpacted rate of inflation was used to estimate
3 : the weight consumers actually place on food inflation when

: forming their sxpectations. This was derived from recponses
: to & quarterly survey conducted by the University of Michigan's
Survey Resaarch Center and was regressed on: the lagged rate
of growth in the food componant of the CPI, the lagged rate
of growth in all itsms expect the food coaponant of the CPI, !
the lagged rate of growth in the nominal money stock, a messure !
of aggregate demand, and a dummy variable for ths wage and 5
price controls pariod.

Empirical results indicated that, contrary to the conventional ‘

vwisdom, consumers do not appear to place undue weight on the

recent behavior of food prices when forming expsctations of

future inflation. The implication is that sectoral snti- -
i
Il
!

: inflaticn policies such as sgricultural export controls and meat !
{ price ceilings are lesa effective, and hence less Justifiable, !
than is generally presumed. |

Comwents by Robert Thompson: This was a vary relevant paper
since there had been few sttempts by agricultural or other
economiste to analyze rigorously the links between commodity
market shocke and inflation. Much of the work on inflation
has tended to be on an sggregate inflation rate rathar than
disaggregating as both the Lawrence and Van Duyne papers had
done. Thompson wondered if the closed economy model, vhich was
sbatracted from foreign supply and exchange-rate shocks, was
an oversimplification and suggcuted opening the model to make
it more realistic for agriculture. He also cited some work by
agricultural economists which supported the hypothssis that

; increases in the sonsy supply increased agricultural commodity
_ pricae relative to noncommodity prices. Thompson suggestad

' that more oparational complexity should be added to Van Duyne's
' model so that agricultural economists could incorporate these
linkages into their models for agricultural commodities, He
steted that this paper does provide evidence of the inflationary
eéxpectations bias carried by food prices that he and zany

' other observers believed existed, and he was suprised that the
empirical evidence in tha Paper wasn't stronger. This paper

12
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and othar work strongly suggest that modals to forecast
{nflation need sector detail. Van Duyne repiied that his closed
aodel assumption and simple modeling approach made the empiricsl
work more managesble, and ne doubted the results would change
significantly 1f the sodel was opened. Also, he said that

the shocke he was dealing with were rsal, such a3 bad harvasts.
He was not concsrned here with the issue of the ralative
importanca of resl=versus~monatary shocks in inducing inflation.
Ensuing discussion concerned technical questions about the
sstimation techalques and results and the data sources uned

for ths paper»
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“MODELERS' VIENS OF MACROZCONOMIC AND MONETARY LINKAGES TO AGRICULTURAL TRADE

The Role of Agri- The agricultural sector, of course, is important to ths
culture in Macro- aational economy. Since the genaral trend {n macr)jeconomic
sconomic Models: modeling tends toward increased sector detail, a logical next
A Raviev aras of interest is agriculture.

by William E. ¥ost The paper presaents the rasults of a aurvey of the treatment of
agriculture in several opersiional macrosconomic models: the

Discussant: the Wharton Project LINK modele, the Chase Econometric

Gary Storsy Associstes internscio.n.: models, the Economic Models Limited
(see discussant Internstional models, the Evans Economics, Inc. internstional
comments on vBodels, the Data Resources, Inc. (DRI) international wodels,
Subotnik paper) and the Chasa, DRI, aud Wharton (WEFA) U.S., mscrosconomic

models., The equation specifications wers carefully reviewsd to
determine both which agricultural ssctor variables were included
and how the agricultural sactors wmre specifised. Only recantly
could one zasily conduct such a survey, The survey's success
hinged on widespread acceptance of the models and adequate

b documentstion. In recent years, macroeconomic models have

i moved from acadeuic exercises to being accepted as relevant

i

|

forecasting and policy tools and, therefore, used on a regular
basis. Only then doss it becomé crucial to look at the role of
agriculture in thece models. Just recently, some of these
wodels have been expanded to the point where they can be said
to contain endogenous sectoral detail rather than being only
aggregate national account level models. '

: The survey results show that the agricultural sector generally
is ignored or trestsad exogenously, When the ssctor has baen
andogenized, the spscification would be far from satisfactory
for most zgricultural economists. Agricultural economists
would criticize most endogenous agricultural sectors as being
structurally aisspecified and/or too small to provide ony
relevant information about agriculture to agriculture. Because
of this, simulation results from agriculture/nonagriculture
policy shocks will have little credibility, particularly

among agricultural economiats.

Agriculture has built up its own group of professional agricul- i
tural economists to look st agricultural issues. Parhaps {
this caused generzl economists to overlook the agricultural -
block when incorporating sectoral detail into cheir models.

Economists may have assumad that since agricultural economists

wvare modeling the agricultural sector in detail, they could

treat agriculture as sxogenous without biasing their results.

However, as Subotnik indicates, agricultural economists aren't

working in this ares of agriculture/nonsgriculture linkages

either. Everyons seems to be ignoring this interface.
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The Role of Nonag-
ricultural Sectors
in Agricultural
Models

by Abraham Subotnik

Discussant:
Gary Storey

Any work im this area will soon run intc wathodological
problens. Macrosconomic models hava been built using macroeco-
nomic methods, while agricultural commodity models have been
built using microeconouic msthods. These two wodeling
approaches are not necessarily compatible. Incorporating agri-
cultuve into macrosconomic wmodels may require focusing lass on
supply/ demand type commodity models and more on sggregate farm
account production process type models that can wore easily be
integrated into the exieting macroeconomic models.

Any detaliled microeccnomic commodity model mey be more easily
linked to this type of mecrosgricultural model than to a macro-
sconomic model. Conceivably, the proper appreach to developing
feedback loops between agriculturs and the rest of an economy
will best ba achieved indirectly. Rather than having macro-
economic/commodity links, having macroeconcmic/ macroagriculture
and macroagriculture/commodity links may prove to be the most
fruitful approach to modeling this agriculture/ nonagriculture
interface.,

No matter how this interface question is finally resolved, the
first prerequisite is having people work on the problem; the
profession (both general and agrlcultural economists) really
doesn't even have that yet. Gilven the increased interest in,
ard importance nf, agriculture, the knowledge gained from work
in this area would be quite significant.

This paper surveys some operationsal agricultural models for
their linkages to other sectors of the domestic and foreign
economlies, pinpoints their deficlencies, and ruggests some ildeas
for dealing with these deficienciea. The surveyed models are
detailed agricultural models that analyze the many activities
reilated to the agricultural sector and their interactions
within the sector as well as with the nonagricultural, domestie,
and forelgn sectors.

The models surveyed in this analysis are the Wharton agricul-
tural model, the USBA's cross~commodity model, and the Canadian
PARM model.

Some of the nonagricultural linkages are related to specific
nonagricultural production indust:ies es fertilizers, agri-
cultural machinery, seeds, and insecticides and pesticides.
These industries' products are used mostly as inputs in the
agricultural sector. Other nonagricultural linkages are related
to macroeconomic variables such as the wage rate, the intevest
rate, the general price level, per capita income and expendi-
ture, and the exchange rate. These macroaconomic linkages are
demand related and are sufficient for the simultaneous determi-
nation of prices and output allocation in the agricultural
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sector in the short run {for given levels of output) as in
quarterly models. On the other hand, models that extend beyond
the gestation period of agricultural preduction such as annuai
wmodels should also have supply related nonagricultural linksges.
This impiies that in annual models, linkages with the nonagri-
cuitural inputs are to be included as amn integral part of these
models,

All of the surveyed models have the required demand related
linkages with the nonsgricultural macroeconomic variables of
the domestic and foreign sconcsies. But despite the fact that
production is an explicit component of these models, none of
them deals with the specific input markets to agriculture stem—
aing from the nonagriculture sectors. This would imply that the
supplies of the inputs specific to egriculture are infinicely
elastic and that there are no financial constraints in the
agricultural sector to usa the optimal quantities of these
inputs. An additional shortcoming of these models is that

the farm account components, which are estimated, do not have
feedbacks to the other parts of the models, nor do they 1link
with the financial sectors of the macroeconomy.

Theoretically, it can be shown thst if the supply of any input
is less thun infinitely elastic, the omission of the market
for this input will result in underestimating (in absolute
value) the affects of relative changes in the exogenous vari-
ables on the relative change in consumer prices and in overesti-
mating (in absolute value) the effocts of exogenous changes on
consumption. While no econometric research hag been perforued
to study the supply structure of these inputs,. there is some
evidence that their supply is less than infinitely elastic. oOn
the other hand, there are a few cconometric studiss dealing
with the demand for fertilizers and farm sachinery. All of
these studies repoct strong evidence on the own=price affects
of the respective inputs, the prices of other related inputs,
and on the prices of final products. There is also some
reported evidence that the demand for fertilizers and farm
machinery is also affected by the farm cash receipta from crops
and by government payments. This s a reflection of a credit
constraint to the demand for short<term cresdit to finance
current operations. It follows that if the nonagricultural
inputs ate to be explicitly dealt with in agricultural models,
their demands should be linked tc the farm accounts thereby
providing a feedback for these accounts. The interface of the
fara sccounts and the demand for inputs would then be the basis
for & losnable fund demand fuaction, which whila interacting
with the supply of loansble funds to agriculture, would solve
for the sguilibrium credit to the sector,
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Regarding the introduction of input demand functions in agricul-
tural models, there are some points to consider: the extent and
quality of the available data, and the fact that these inputs ¢
are not commodity specific. A possible solution with rerpect

to the second point 1s to assume & separable production posBi-
bility frontier and to estimate simultaneously the derived :
demands for inputs and the supply functions of the final '
consumer products. !

agricultural models are considered. Taking a monet irist
approach to the determination of the exchange rate and since

the agricultural balance of trade is such a significant propor-—
tion of the total balance of trade, foreizn trade's effect on
the exchange rate cannot he ignored. On the other hand, some
pew theories concerning exchange—rate determination guch as

the hypothesis that foreign exchange markets are efficient, have
not yet been snalyzed in the context of agricultural models.

Comments on the Kost and Subotnik papers by Gary Storey: Previ-
oualy the American Agricultural Econcmics Association (AARA)

had two sessions that dealt with problems of incorporating the
agricultural sector in macroeconomic models and modeling needs
(American Journal of égricultural Economice, May 1973, Feb.
1977). The peints raised by Kost and Subotnik reflect the
issues presented in earlier papers which generally called for
tightening up the linkages between agriculture and other sectors
of the economy, in particular modeling to incorporate the inter—
actions of: general price and income levels with agricultural
prices and demarnd, agricultural input markets and the financial
gector, and agricultural trade in determining balance of
payments and exchange rates. *

FPinally, some issues concerning the foreign trade component of i !
]
1
]
]
1

In looking at the role of agriculture in macroeconomic models,
Kost first presents data showing the ilmportance of agriculture ]
in the economy of geveral developed countries in terms of con=-
sumption, production, and trade as arguments for the inclusion
of agriculture as a separate sector in macroecononic models.
Although he provides some data on standard deviations, he does
not explicitly argue that it has been the relatively increased
instability of food and other agricultural prices or the impact
of the growing U.S. agricultural trade surplus for the balance
of payments which provides the rationale for increased linkages
between agriculture and the general economy.

In attempting to endogenize agriculture in existing macroeco=
nomic models, Kost 18 concerned that the micro-oriented
(commodity) agricultural models may not be compatible. He
calls for establishing macroagricultural acdels developed from
microagricultural models and linking these to macroeconomic
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models. However, one should have some reservations about this
suggestion since the aggregation of various agricultural commod-
ity sectors is likely to mask the specific agricultural sector
impacts.

Subotnik 's analysis of the deficiencles of current agricultural
models with respect to their linkages to other economic and
foreign sectors fairly well matches tlie points raised by others
in the AJAE sessions (Popkin, King, Just, Roop, Zeltmer, and
Johnson). In addition to his point on deciding on the puxpose
of the model before egtablishing linkages, one feels that too
often our agricultural models have failed to meet their poten-
tial use because we have tried to develop them as multiuse
(policy and forecasting) models. The fallure comes from the
commitment to further develop and provide the infrastructure to
to utilize the models beyond initial model development.
Subotnik strecses the need to develop agricultural input as well
as financlal market linkages. There is a need in modeling
these linkages to take account of farm allocation to factor
input categories under conditions of capital rationing.
Marginal analysis is not likely to provide good estimates or
predictions of input use.

In the open discussion there was some additionmal debate on the
importance of treating agriculture as an important specific
gsector 1n macroeconomic modeling given the relative importance
of sectors such as textiles, pulp and paper, and others.

The discussion started with an elaboration of Storey's
contention that the purpose and objective of the modeling effort
ie important but often forgotten. It was pointed out that
modeling is an expensive proposition. Because of this, models
tend to have multiple objectives and be asked to support many
functions. Thus, there is a natural tendency for models to .
grow in size, in detail, and in complexity. Since the modeling
affort is an expensive one, model builders also tend to promote
modeling as being able to answer many questions. In the process
of selling their endeavors they often are forced to oversell a
model's worthiness and raise clients’® expectatioms. Because
they cannot live up to these artificially high expectations,
model builders find it even more difficult to maintain and
update a modeling effort over a long period.

Krueger saw no reason why agriculture should be incorporated

in macroeconomic models. Many other industries would prove

more important. Furthermore, she questioned the need for

large maccoeconomic models. She felt that the sort of questions
that could be answered by macroeconomic models could be answered
by small models. Schuh, Kost, and Lawrence reaponded that
shocks originating in agriculture did have an lmpact on the




macroeconomy. Cited as one example was the impact of agricul-
tural instability on food prices translating itself into signif-
{cant moverents of the CPI. Van Duyne pointed out that the
argument was more fundamental. It was an argument about the
real ueefulness of econometric models in general. He felt that
Kost's paper implicitly assumed that econometric models were -
good while the Krueger comment implicitly assumed that they

were not. Schoitz commented that while national account vari-
ables provided some answers, all the really important policy
issues involved distributional effects. Kost added that sector-
a2l detail wae the only way to incorporate distributional
questions into the list of questions answerable by a macroeconom=-
ic model.
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ASPECTS OF MACROECONOMIC AND MONETARY POLICYMAKING CONCERNING AGRICULTURE AND

AGRICULTURAL TRADE

Trade Policy as an
Input to Develop~
ment: Monetary and
Agricultural
Implications

by Anne 0. Krueger

Discussant:
Verncn Sorenson

This paper examines the reasons why developing countries which
have adopted export promotion as a trade and industrialization
gtrategy have performed soc much better than countries which
have relied upon import-substitution policies. It then proceeds
to examine the monetary and agricultural implications of the
success of the newly industrializing countries.

Theory indicates a number of ways in which equalizing the rates
of transformation between the domestic and the international
market provides a superior static resource allocation. However,
the theory does not indicate how many activities will be under~
taken, the relative importance of exporting or import-competing
activities at the optimum, or how optimal resource allocation
changes over time with economic growth. In practice, however,
the relaticnship between export promotion and growth is suffi-
clently strong so that it bears up under many different specifi-~
cations of the relationship.

There are three reasons why growth performance is hetter; the
relative importance varies between countries. First, factors
such as a minimally efficient zize of plant, increasing returns
to scale, indivigibilities in the production process, and the
necessity for competition, are all better served under export
promotion simply because the size of the market iz adequate.

A second hypothesis is that differences in growth rates are the
result of inappropriate policies and excesses of import substi-
tutlon strategies, which have not happened under successful
export promotion. The third hypothesis is that pursuilt of an
export promotion strategy is simply closer #o an optimum,
because deviations between domestic and foreign prices are less
than under Jmport substitution. The first and second hypotheses
are consistent with some infant industry notions; the third is
not.

The monetary implications of an export promotion strategy are
straightforward: pursuit is not feasible for a long period of
time unless exchange rates are set at realistic levels; in
addition, it is difficult to sustain an export promotion policy
unless domestic markets are fncreasingly linked to international
markets. This, in turn, implles the need for, and desirability
of, realistic interest rates and domestic financlal policies.
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In addition, some countries have been able to realign their
exchange-rate and interest-rate policies so as to be able to
avail themselves of the internatioral capital market as a source
of equity or loan funds in order to raise the rate of investment
ahove that sustainable by domestic saving.

For sariculture, it seems evident that export promotion coun=
tries have achieved more rapid rates of growth of agricultural,
as well as industrial, output and exports. In some countries
new agricultural export crops have emerged in response to an
increased real exchange rate.

The implications do not, however, necessarily mean that inter-
national trade in agricultural commodities will grow more
rapidly as more and more developing countries adopt externally-
oriented trode strategies. In some countries more rapid growth
has inevitably implied increased demand for imports of apgricul~-
tural goods, while in others, there has been a greater accelera=
tion of domestic cutput than of demand.

Probably, a wore rapid rate of growth of developing countries
implies a more ratiomal allocation of resources within world
agriculture in both exporting and importing countries.

Comments by Vernon Soremnson: Krueger presented a comprehensive
and insightful assessment of a number of basic propositicns
concerning the relationship between trade and development.
However, this reviewer would prefer to take the prerngative of
presenting some related comments and trying to place his owmn
perspective behind some of the questions that are raised by the

paper.

It could be argued that we should not concentrate on trade with
development as the dependent variable but rather should ask the
question, “What relevant guidelines can be established for
development planning, and how is trade sector plamning incorpo-=
rated intc overall country planning?” Each country faces unique
choices concerning which industries to promote for domestic
consueption, which industries and activities to promote for
exports, and how much import substitution and export promotion
should be sought and at what cost. While various concepts in
economics are highly relevant to policy guidance, a great deal
of empiricism ie vequired to develop workable approaches that
fit individual countries’ circumstances.

Strategies and appropriate policies must be arrived at in the
1ight of a number of economic and institutional variables
including trends in domestic and internatioaal demand for
relevant commodities, the resource base available to the coun-
try, the nature of the production function and the technological
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base for increasing production and reducing cost, the external-
ities and linkages backward, forward, and horizontal that
influence the developmental effect achieved from program devel-
opment. While all of this is very complex, it is also true
that these relationships must be dealt with by intewnationmal
lending institutions such as the Wocld Bank. Export development
is crucial where hard currency repayment is required. On the
other hand, import substitution is also considered a legitimate
component of development planning. The issue is not the good
or bad of one approach but the appropriate mix in any given
gituation.

The discussion ranged over a wide area of topics related to the
paper. There was some speculation about future commercial and
macroecconomic policies which developing countries would be
likely to pursue.

One question was whether developing countries would continue
the trend towards liberalization of their trade regimes given
the evidence that export promotion strategies are assoclated
with more rapid growth. The resurgence of protectionism in
various forms in developed country markets could force develop-
ing countries to move again toward policies of import
substitution. Questions alsc were raised about the likely
response of developing countries to the codes and other agree-
ments reached in the recently completed multilateral trade
negotiations. Although the developing countries have not joined
in most of these agreements, Kreuger felt that some diplomatic
effort in this direction might be fruitful. There is also
uncertainty as to what stabilization policies the developing
countries will follow in response to flexible exchange rates
among major developed country currencles. Concerning the
techniques and tactics of developing countries following
successful export promotion strategies, the question was raised
as to whether such countries had picked basically unprotected
markets. In agricultural exports, Brazil was cited as an
example where its major agricultural experts {coffee and soy-
beans) were not protected in developed country markets. An
answer was hard to generalize since protection sometimes
changed in response to lmport penetration, and there were
plenty of examples where export values had increased even 1if
markets had been restricted in quantity terms. It was also
mentioned that entrepreneurial capacity is an important factor
in picking the right developing country exports for the risht
developed country markets.
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Policies: A View for Economic Cooperation and Development (OECD) approved an

from the QECD expression of desirable policy orientation or “guidelines” for
member countries. The OECD statement urged member countries,

by Marshall Cassge to the extent posaible, to use policies to ad just positively in
accordance with, rather than opposed to, structural egonomic

Discussant: ad justment called for by the slower 8rowth scenarios that devel-

Timothy Josling oped in the seventies,

The OECD felt that since the oil crisis and the inflationary
recession of 1974~75, there was evidence of a shift in member
countries' policies from long-term to short-term objectives,
from broadly based to more selective interventions and, more
-fundamentally, from the pursuit of adjustment to a defensive
posture based on maintaining the existing conditions. It was
only to be expected that thisg shift would first manifegt itself

in the area of trade policies, which is particularly tempting
for defensive and selective short~tern action,

Despite rather successful efforts to avoid neyw trade restric-
tions in their more traditional forms, there has been a
significant move to various forms of export restraint, to the
more strict and rapid application of safeguards, antidumping
procedures, countervalling duties, and to increased administra-
tive surveiilance. Even countries with a tradition of fairly
liberal state procurs ient policies switched to a heavy reliance
ont procurement es a vz - of assisting ailing {ndustries.
Finally, there hes besx a substantial rise in the stze and
rangc: of incentives and direct financial assistance to exports
or exporting activities, frequently on a highly selective basis,

In the last few years, there also appears to have Leen a signif-
icant, though not always measurable, rise in the gize of member
governments' intervention at the submacrolevel, combining trade,
manpower, and industrial and regional policy instruments, mainly
geared to maintain the existing industrial and agricultural
structures and thus limit the rige in unemployment. 1In g sense,
the distinction between the policy instruments applied appears
to be more apparent than real, Thus, the dividing line between
trade and other policies has become increasingly artifictal and

The above concerns led the OECD to consider and release its

"guidelines” statement advocating poltcies which would support
"positive” adjustments to economic change.
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It is significant that a multicountry group such as the OECD
perceived and responded to the threat of delayed structural
ad justment resuiting from policies of member countries. The
OECD statement focused attention on the potentially adverse
collective effects of such policies and, it is hoped had some
influence in helping member governments adjust positively to
changed world economic conditions. Paragraph 18 of the OECD
statement summarizes the desire for international cocperation
to adjust positively in all sectors of the economy inciuding
agriculture:

"18. Continuation of defensive measures and lack
of longer-run restructuring programs in some
countries will make it politically difficult for
others to pursue their own ad justment policies.
Collective agreement on the need to shift from
defensive to more positive adjustment policies in
the areas of industrial employment and manpower,
agricultural, regional, and regulatory policles,
as part of a concerted programme for a more
gustained and better balanced growth, will make
it easier for each Member country to follow
appropriate domestic policies, snd to honor its
commitments under the OECD Trade Pledge. It is
also an affirmation of Member countries' willing-
ness to adjust to changes in their trade in
manufactures and other products with developing
countries. Continued efforts for cooperation
whereby current and perspective developments

are reviewed, analyzed, and discussed, shouléd
help governments to formulate policies which
take into account possible impacts on other
countries and involve a failr sharing of the
costs of adjustment.”

Comments by Timothy Jonling: Few economists could disagree with
the premises of the OECD Positive Adjustment Policy guidelines.
pefensive policies have short-term Uenefits often turning into
long~run costs, provoke retaliation, and create vested
interests, By stimulating rather than avoiding ad justment,
positive policies aia to encourage mobility of labor and capital
to their most productive uses, Such policies would inciude
enhancing competition, improving market information, and
encouraging innovation. They would supplement market forces
and promote sustainable noninflationary growth.

The farm problem used to be thought of as a release of labor
too fast for rural and urban institutions but too slow for

{income parity. Agricultural adjustment implied the need for
resource shifts in the face of technical change and a slowly
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growing demand. Gcvermment policies often appesared defensive--
the artificial stimulation of demand through price supports,
rather than positive, such as the encouragement of aigration.
These policies spavned their own set of problems, including
increased transfers to a declining segment of the population

: and perpetual trade problems arising from the subsidized

S exporter struggling to gain access to the protected market.

- e e

The balance changed over time, During the last 20 years most r
developed countries have introduced structural policies,
including such provisions as pension and retraining schemes,

and capital grants linked to farm amalgamation plans. But the
older pricing and marketing policies did not go saway. Instead
they changed functions to become important aspects of economic
management in their own right. They became policies for export
expangion, import replacement, and food price stability. Though
maintaining a nostalgic link with farm incomes, they were often
unrelated to agricultural adjustment. The defensive and the
positive policies in agriculture now coexist-~ths latter strug-
gling to offset the effect (on resource adjustment) of the
former.
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l- The cautious treatment of agriculture in the OECD guidelines is
f a good illustration of the difficulty of exposing these matters
to international discourse. Certainly one should try to mini-

! mize the cost of meeting legitimate national policy objectives,
as suggested in the section on agriculture, But that merely
raiges the question of how to negotlate on the undesirablas
external aspects of national policieda. The real teat of the
guidelines is whether they can influence countries to avoid the
type of protective action which snowballs throughout an inte-
grated trading system. In cther worde the key section in the
OECD paper may be paragraph B which suggests that assistance to
"individuval sectors or compsnies in financial difficulty" should
be "temporary and should, wherever possible, be reduced progres~
sively according to a pre-arranged timetable.” To phase out

the defensive policies holds out the prospect of a positive
payoff. To introduce positive policles without tackling the
resource misallocation generated by intervention policies is
inadequate.

The open discuesion continued with a summarization of the prob-
lem, namely that the speed and degree to which external economic
shocks can be absorbed are subject to political pressures.
Furthermore, once intervention mechanisms are set up, they
continue to operate even if they are no longer needed. Inter~
vention to retard or moderate economic adjustment tends to occur
in times of elow growth when efficlent allocation of resources
becomes most important. Schuh pointed out that many interven-

. tion policies occur because producer groups are well organized




Food as an Instru-
ment of Diplomacy

by Cheryl
Christensen

Discussant:
Colin Carter
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and consumers are not. This allows the intervention question to
be phrased in terms of domestic versus foreign producers rather
than domestic producers versus domestic consumers. Casse
suggested another Cifficult issue concerning policies relating
to adjustment, namely that, from an economic viewpeint, all
policies which affect a sector or the national economy should

be examined for their impact on the adjustment process. How-
ever, from a political viewpoint, many policies are considered
to be exciusively in the domestic, as opposed to the interna-
tienal, domain.

Discussions of food and foreign policy often suffer from an
Instrumentalist bias, or a tendency to think of food as an
instrument which can be used to achieve foreign policy objec-
tives which are exogenocus. The paper analyzes the instrumental-
ist bias, including the reasons for its current appeal, the
complexities of both domestic and international realities which
it ignores, and the implicationa of purauing policies based

upon such a perspective. It makes several basic points. First,
one cannot assume food to be simply an instrument of foreign
policy. Changing food conditions may create crises to which
foreign policy muet respond, or generate issues which must be
addressed by policymakers., Second, much of the current interest
in food as an instrument of foreign policy reflects a mixture

of factors relevant to the success of food diplomacy, such as
glebal supply-demand trends and vulnerability of other coun-
tries, and factors that predispcse policymakers to consider
using food instrumentally but do not increase the chances of
doing 8o succesefully, exemplified by decliring American control
over other policy instruments. Third, the likelihoed of suc-
cessful food diplomacy depends heavily on the policy arenas of
national security, trade, agriculture, and development; the
objectives sought, such as support, influence, and punishment;
and the pelicy preference ordering of states as well 8 more
convaqtioually dufined power relationshipa. Fourth, attempts

to use food as an instrument of foreign policy which do not
recognize these complexities run not only the risk of short=-term
fallure but also the risk of catalyzing longer term changes in
the international political economy of food,

Comments by Colin Carter: The bulk of the paper describes the
nature of the grain trade. The most interesting and novel part
of the paper is the last section which puts forth various propo-
sitions about American food power.

This reviewer is more optimistic than the author on the
potential use of food as an instrument of economic warfare.

The current Russian grain embargo has not been as much of a
failure as the author suggests. Russia imported 5 tu 7 millien
metric tons of grain less than they wanted this past year and
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suffered as a result. U.S. dominance of the grain export market
is just as pronounced as the Arab doaminance of the oil markst,

f The author suggests that a major reorganization of internstional : :
grain markets would be necessary before the United States could
gain from using grain as an econcmic wezpon. She suggests that
ths sultinationsl grain companies may get most of the banefit,
Given the fact that the volume of grain traded is most important
i to these companias and given that they have beser strongly cppos-
: ing the grain cartel ides, it is difficult to agres with the

. author on this point.

It is suggested in the paper that the United States should
concentrate on esrning economic renta from grain exported to
oil producing and exporting countries. The author has overmm-—
phasized the importance of this this very smsll market for
imported grain.

Two najor points neglected in the paper by Christensen are the

questions of importer response and of cooperation among major

grain exporters. A major result of grain varfare would be to

stinulate production in importing countries. The Soviet Uniom,

for example, has severe sgricultural productivity problems,

which it may be able to overcome in a grein war. Also, coopera-

tion among major exporting countries is crucial for successful

food warfare. This is an unresolved issue and is left

, unaddressed by Christensen. In summary, the paper understates !
i the importance of food as an instrument of economic warfare. 1

e

In the open discussion Hanrahan pointed out that Christensen's
paper was talking sbout the unilateral use of food a5 a diplo- l
matic lever rather than a multilateral scheme operated by major

world producers. Also, there were political limits to interna- ]
tional cooperation on food questions. Hanrahan emphasized that

many developing countries were becoming more significant food J
importers thereby enhancing the diplomatic use of food in the

future. Bain suggested that somes sensitivity analysis ought

to be done on likely world scenarios for food in the sighties.

He felt that, although the possibility for commodity price

instability had increased, projected scenarios of chronic food

shortages might have been overemphasized. He and others felt

that too little was known about foreign supply response and that

this was a key factor when considering the use of food as a

diplomatic tool. McCalla and other discussants felt that the

supply response in many importing countries was as much a

political as an economic question and furthemmore, the gamut of

economic policies in the developing countries had to be consid-

erel in assessing a likely supply response. If, for exsaple,

the import demand for food was a result of urbanization that

evolved from industrial policy, then changes in industrial
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policy which would siem rural-to~urban migration would be impor-
tant in determining both the levels of import demand and
domestic agricultural supply in developing countries.
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SUGGESTIONS FOR FURTHER RESEARCH

The consortium meeting highlighted the fact that most of the
work in the macroeconomic and monetary area has been done by
general economists &nd that agricultural economists interested
in this topic have a large body of theory, 1terature, and
applied research from which to draw. Significant work has been
done on topices of direct interest to agricultural economists
notably in the area of linkages between commodity markets and
macroeconomic and monetary policies. It is important that
agricultural and general economists expand their dialorue and
undertake joint research efforts in this area.

A general suggestion was to model the effects of exchange-rate
changes on agriculture and agricultural trade in general equi-
1ibrium terms. However, it was recognized that this would be

a difficult empirical task. It was also suggested that work be
done on the transmigsion of exchange~rate changes through
agricultural commodity prices. In light of the move tc flexible
exchange rates, it was also important to understand how traders
and governmenis made use of futures merkets and stockpiling of
commodities to hedge against exchange-rate uncertaionty.

The papers by Lawrence and Van Duyne suggested further theoret-
1cal and empirical work was needed to understand why price
behavicr was different in commodity, as opposed to manufactured
goods, markets. Specifically, commodities can be treated as
asgets and have a special role in the formation of price
expectations. Alao, there are important questions concerning
gtructural and {nstitutional comstreints on price behavior in
different types of markets.

From a modeling viewpoint, it was recognized that much more
work was needed to incorporate macroeconomic and monetayy
linkages into agricultural trade models. While the theoretical
and empirical basis for doing this was not always c¢lear, agri-
cultural modelers might take a careful lock at some of the work
done by general economists on commodity market behavior in order
to develop theoretical and empirical approaches. Financial
market effects, as well as factors affecting the supply and
demand of agricultural inputs, need to be incorporated into
agricultural models. It is also important that exchange rutes
become an integral part of agricultural trade modele 9 that

29
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the mag.itudes of trade effects caused by the exchange-rate
movements can be gauged.

In the applisd resesrch area, there are many practical problems

that must be dealt with in formulating U.S. agricultural trade

policy. Since the developing countries are iikely growth

markets foi agricultural exports, ss well as posoible competi- _
tive suppliers in some cases, more should be known about how . ot
the trade and monetary regimes of these countries aight svolve

over the next decade. It will be important to understand how

the mix ¢f policies will affect demand for, and supply of,

sgricultural commodities as developing countries react to the
macroeconomic and monetary shocks affecting world markets.

Developing countries traditionally have more state intervention

in their trade and in their domescic 2conomies. Therefore,

special attention will have to be paid to the effect of these
intsrvention mechanisas on world agricultural trade. While

Kreuger and others have done extensive studies of trade policies

and general econocic development, more work of this type needs

to focus on agricultere in developing countries.

Several consortium members discussed ways of organizing resezrcch
on agricultural trade to obtain extramural support. It was
racognized that international trade research was only a small
part of the budget of agricultural experiment stations.
Furthermore, since there are few agricultural econouists

working in this area, U.S. researchers have to forms cooperative
afforts to do research projects if State, Federal, and private
funding is to be forthcoming.

Bain gave a brief description of the trade research program at
¢the Australian Bureau of Agricultural Economics (BAE). Thelr
program was heavily commodity-oriented and abhsorbed about a
guarter of their research budget. Howaver, the BAE program did
represent a substantial part of the agricultural trade research
being conductsd in Australia. White discussed the ESS trade
research program and noted that the traditional method of direct
funding for university researchers was being replaced by cooper-
ative research agreecments where ESS and university researchers
worked together on regearch projects. Rossmiller emphasized
that the Foreign Agricultural Service has a great need for ]
applied research and, therefore, cooperates closely with ESS in 1
ite research program. !
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Economics and Statistics Service -

The Economics and Statistics Service (ESS) collects data and carries out rescarch on food and ;
agriculture, international agriculturai trade, natural resources, and rural development. The Eco-
nomics unit researches and analyzes production and marketing of major commodities; foreign r
agriculture and trade; economic use, conservation, und development of natural rescurces; trends
in rursl population, employment, and housing and rural economic adjustment problems; and
performance of agriculturs industry. The Statistics unit collects dats on crops, livestock,
prices, and Iabor, and publishes official USDA State and national estimates through the Crop
Reporting Board, Through its information program, ESS provides objective and timely eco-
nomic and statisticsl information for farmers, government policymskers, consumers, agri-
business firms, cooperatives, rural regidents, and other interested citizens.




